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THE ITALIAN POLITICAL AND ECONOMIC SITUATION 
ON THE EVE OF PRESIDENT LEQNE'S VISIT TO THE US 


1. Italian political crises have bean frequent, 
almost chronic, but Italy. is heading into one in the 
near future which goes deeper than usual. At the same 
time the country is experiencing its most severe eco- 
nomic crisis of the postwar period. 


2. The reconvening of parliament one day before 
, President Leone's arrival in the US will formally open 
a new political season in Italy. During the last month 
Italian political leaders have fired the opening salvos 
of a debate that is likely to culminate in the fall of 
Prime Minister Rumor's government within six months. 


3. Yhis.debate is taking place on at least three 
levels. 


--~ The Christian Democratic Party, which has 
dominated Italian politics since the end of 
World War II, is caught up in an increasingly 
bitter internal feud over leadership and 
policies. 


~~ The Christian Democrats are at odds with 
their coalition partners -- the Socialists 
in particular -- over a variety of domestic 
-and foreign policy issues. 


-~- The powerful Communist Party is exploiting 
- this disarray to press its case for a “new 
relationship" with the governing parties. 


Christian Democrats Divided 


4. he Christian Democratic Party has always been 
an amalgam of factions across a broad political spectrum. 
Seldom, however, has the party been as openly divided as - 
on the eve of President Leone's visit. Two recent po- 
jitical setbacks triggered this internal quarrel. 
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5. In May, the Christian Democrats suffered a land- 
slide defeat when 59 percent of the electorate repudiated 
the party's stand against legalized divorce in a nation- 
wide referendum, Veteran Christian Democratic leader 
Amintore Fanfani, against the judgment of Many senior 
party figures, conducted a vigorous anti-divorce catm- 
paign focused on the theme that a vote for divorce 
would be an endorsement of communism, since the Commua- 
nist Party took a pro-divorce position. 


6. The voters did not buy this argument for sev- 
eral reasons. Among them was the fact that all three 
of the Christian Democrats’ coalition partners -- So- 
cialists, Social Democrats, and Republicans -- had jjoined 
the Communists in stumping for legalized divorce. ‘Tha 
neo-fascist Italian Social Movement was the only party 
that Lined up with the Christian Democrats. 


7. Christian Democratic leaders counted on ihe 
influence of their traditional ally -- the Catholic 
Church -- to sway voters against divorce. Large numbers 
of voters, however, appeared to ignore the admonitions 
of the Church. The net effect of the referendum was to 
convey the impression that the Christian Democrats and 
the Church were sorely out of step with popular sentiment. 


8. In June, the Christian Democrats received another 
setback in the Sardinian regicnal election. Yhe Christian 
Democrats paid the price there for five years of poor 
administration by a regional government in which the 
party held a near majority. The contest showed signifi- 

cant losses for the party compared to both the previous 
regional election (1969), and the last parliamentary 


race (1972). 


9. These jolts have led many Christian Democrat 
to fear that their party is in danger of losing its cone 
inant pdsition in Italian politics. All elements of the 
party are concerned, but there are wide differences of 
Opinion over what should be done to remedy the situation. 
The strongest push for change, so far, has come from 
members of the party's left-wing factions, about, 30 
percent of the party. In general, this element wants 
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the party to accelerate the pace of social and economic 
change in response to the progressive implications of 
the pro-divorce vote and the dissatisfaction revealed 
in Sardinia. They also believe that the party needs 

to push younger leaders to the fore and start phasing 
out the older personalities who have shuffled in and 
out of Italy's 36 postwar governments. 


10. Some Christian Democrats are also lobbying 

for closer relations with the Communist opposition. Al- 

though predominantly from the party's left, advocates 

of this view include some prominent figures such as 
Minister of Industry De Mita. De Mita and others be- 
lieve that it is time to initiate at least limitad col- 
-Laboration with the Commuists -- Italy's second largast 
party. They argue that the Communists have become more - 
“moderate over the years and that democracy would not be 
endangered if the Communists were brought into the main- 


stream of political life. 


ll. The party's left wing also is attacking party 
chief Fanfani as responsible for the decline in Chris- 
tian Democratic fortunes. The challenge has not been 
effective so far, however, because Foreign Minister 
Moro -- the party's most influential left-of-centar ; 
leader -- has not yet thrown his full weight behind the 
anti-Fanfani movement, Presure to replace Fanfani is 
.nevertheless continuing to build. A number of Christian 
Democratic stalwarts, including Moro and Defense Minister 
Andreotti, are jockeying for position and Fanfani prob- 
ably will be eased out -- possibly into the prime minis- 
ter.'s job -- before the important regional elections 
next June. 


12. Fanfani'ts removal would not end Christian 
Democratic troubles. Another leader might be less in- 
clined toward the frontal collisions that have charac- 
terized Fanfani's dealings with the coalition parties 
and the opposition, but this probably would not be 
enough. The Christian Democrats will also have to shed 
the image of inefficiency and corruption acquired during 
the long years that they have held a near monupoly on — 
political power. At the same time, they will have to 
wcontend jn the governing coalition with the increasingly 
confidett and assertive Socialist Party. 
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Dissent Within the Coalition 


13. The same events that left the Christian Demo- 
crats divided and despondent -- the divorce referendum 
and the Sardinian election -- had a tonic effect on the | 
Socialists, Italy's third largest party. The Socialists, 
junior partners in the coalition for most of the Jast 
decade, saw in the large pro-divorce vote a mandate to 
press more insistently for long-sought social and eco- 
nomic legislation. As one of the principal winners in 
the Sardinian election, the Socialists view that contest 
as further evidence that the tide has begun to turn in 
their favor. 


14. The Socialists concluded that they have little 
to lose by behaving more aggressively within the coali- 
tion. They are convinced that any political test, in 
the form of a government crisis or even early parlia- 
mentary elections, will yield further gains for the So- 
Clalists at the expense of the Christian Democrats. 


15. The Socialists will be pressing this fall for 
what they call a "reasonable" program of social legisla- 
tion. 


~~ They will emphasize areas such as public health 
where they argue that the cost of dolay would 
be as g¥eat as the cost of new programs. 


-~ They will also push for measures designed to 
hold unemployment to a minimum; a rise in un~ 
employment is one of the inevitable side-eaf- 
fects of the austerity program fought over 
last spring and finally passed in mid-August. 


l6. The Socialists will join the Christian Demo- 
cratic left in agitating for some form of. governmental 
collaboration with the Communists. Most Socialists fear 
being overshadowed by the Communists should the latter 
actually join the coalition, but they see advantages in 
limited Communist participation. The Socialists reason, 
for example, that their proposals would stand a better 
chance in parliament if an agreement could be worked 
rout under which Communist votes could.be included in 


ae ap pes 


SECRET 


Approved For Release 2002/01/14 : CIA-RDP85T00353R000100090002-5 


Approved For Release:2002/0 113 4a CLA-RDP, 85100353 Ra00499 99000 = 


the coalition's majority. Such votes would offset those 
of conservatives within the coalition who have blocked 
Socialist initiatives. 


17. Such an arrangement also is attractive to the 
socialists because it would force the Communists to 
share responsibility for unpopular governmental actions 
necessitated by Italy's precarious economic situation. 
The Socialists compete with the Communists for the sup- 
port of organized labor; the Communists enjoy the ad- 
vantage, however, that they are free to criticize gov- 
ernmental policies opposed by the unions. 


18. Further evidence of the Socialists' new con- 
fidence is seen in the fact that they have recently 
broadened the area of contention within the coalition 
to include foreign policy -- specifically Italy's com- 
mitment to NATO. ‘The Socialists have never hean an- 
thuciactic about NAvou, but, sincé joining the govern- 


ment in 1963, they have generally been content to focus 
on domestic affairs, 


19. Following Athens' announcement that it intends 
to withdraw from NATO's military Organization, the So- 
cialists were the first to insist that no more ug forces 
should be accepted by Italy. This new Socialist posture 
means that the Italian government will find it increasg- 
ingly difficult to broaden its role in the alliance. 

At a minimum, if the government sought to expand ftaly's 
commitment to NATO, or to increase the US military pres- 
ence, it would probably have to make concessions to the 
Socialists on domestic issues to have any chance of suc- 
cess. 


20. The two smaller coalition parties -- the so- 
cial Democrats and Republicans -- also have well-estab- 

- dished views. The Social Democrats are the most ardent 
anti-Communists in the coalition and they have hinted _ 
that they would prefer new general elections to any deal 
with the Communists. The Republicans have frequently 
pulled out of the coalition over economic policy disputes 
with the Socialists and they would not hesitate to do 
g0 again if the Socialists forced any significant changes 
in the austerity program. ‘The Republicans, in fact, 

/ have already called for a "Clarification" of the politi- 
cal situation this fall. 
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Communist Bid 


21. The Italian Communist Party hopes to exploit 
this situation to extend their influence in the making 
of national policy. Although the Communists hold the 
balance of power in three of Italy's twenty regional 
governments and a large number of municipal governments, 
they have not actually participated in the national gov- 
ernment since 1947. 


22. Communist leaders do not appear to be angling 
for immediate membership in the governing coalition. 
They recognize that the Italian public and even their 
own rank and file are not prepared for such a dramatic 
move. They are concerned that a quick move to power 
might result in civil disorders that would unravel the 
steady progress they have made in the past 25 years. 
For the moment, the Communists would be satisfied with 
& Limited, but still important, concession, such as 
formalized consultations with the governing parties in 
parliament. ‘This would fit in with the Communists' 
strategy of gradually "conditioning" the governing _ 
parties and the public to accept them as a legitimate 
party qualified to take a place in the national gov-~ 
ernment. 


23. In practical terms the Communists already 
have an informal voice in government policy. During 
the mid-August parliamentary debate on economic pro- 
grams, for example, they proposed some amendments 
which attracted enough support from left-of-center 
elements in the coalition to secure their passage. 

The amendments did not significantly reduce the revenue 

that will be taken in by the government, but they did 

lighten the tax burden on Low income groups at the ex- 
. pense of corporations and the more affluent. 


24. A number of factors favor the prospect that 
the Communists will have more influence in the future. 
The growing difficulty of governing Italy with the old 
formulas has made discussion of Communist inclusion 
commonplace; several years ago it would not have been 
seriously considered. Italy's economic situation has 
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further inoreased the Communists’ political leverage, 25X1C 
because the cooperation Of their allies in organized 
labor is essential to the country's recovery. 


26. For their part, the Italian Communists have 
embraced detente and have suggested that Italian memn- 
bership in NATO is no longer an obstacle to their par- 
ticipation in the government, provided Rome does not 
broaden its commitment to the alliance.* 


27. In the end, however, the Communists cannot 
achieve their goal without the acquiescence of the 
Christian Democrats, Despite indications that soma 
prominent Christian Democrats, in the center as well 
as on the party left; are privately persuaded that they 
will have to come to terms with the Communists eventually. 
The official Christian Democratia response, however, 
continues to be negative, Leone is in the forefront 
of those Christian Democrats who remain opposed to col- 
laboration with the Communists. 


¢ 
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* There are some differences wtthin the intelligence 
community over how adversely the Italtan Communist — 
Party's entry into the government mtght affeet Italian 
foreign and defense poltey, and what Communist strategy 
tn this respect would be. The question ts analysed 

tn? NIh 24-1-74, "Prospects for and Consequences of 
lInereased Communist Influence in Italtan Poltties, " 

18 July 1974, 
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the European Angle 


28. Rome's partners in the Huropean Community are 
alarmed at the prospect of prolonged economic and politi- 
cal instability in Italy. They realize that.a further 
deterioration of the Italian economy would'’have adverse 
repercussions from which they themselves would not 
escape. Most West European leaders, moreover, are 
concerned over the possibility of increased Communist 
influence in Italy. 


25X6 


30. The Italians, for their part, have always 
been among the most enthusiastic supporters of West: 
European unification, consistently maintaining that 
there is no contradiction between that goal and close 
ties with the US. They are now hopeful that additional 
aid will be forthcoming under EC auspices. Rome , 
moreover, is sensitive to the desire of its partners 
that Italy help itself -~ a factor that played an 
important role in the rapid passage of the economic 
Stabilization program. 


31. On occasion, however, the Italians have shown 
a willingness to bend Community rules when important 
national interests are at stake. This was the case in 
May when Rome restricted imports without even consulting 
its EC partners about alternatives more in line with the 
principle of unfettered intra-Community trade. This 
suggests that, if and when Italian political leaders 
face the question of Communist entry into the govern- 
ment, they may give weight to European Community views, 
even ,though these would probably not be controlling 
im the decision. é 
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Mammoth Economic Problems 


32. Italy's political crisis May or May not prove 
to be a critical turning point, but there is no ques- 
tion of the severity of the country's economic and 
financial ills. Inflation is the worst in recent 
Italian history and the highest in the EC. ‘the 
balance-of-payments deficit in the first seven months 
of 1974 reached $6.3 billion, the equivalent of 5 
percent of GNP, and may climb as high as $10 billion by 
year's end. Foreign exchange reserves are perilously 
low and private credit facilities virtually exhausted. 


33. To cut the deficit and slow inflation, the 
government has been forced to adopt an austerity pro- 
gram that will worsen unemployment and sharply curtail 
economic growth. In addition to the $2 billion loan 
Sist) Ghtarnod from vest Germany, Italy is angling for 
long-term assistance from other official sources. 
Despite these measures, financing the payments deficit 
Over the next year or so poses a formidable problem 
for the Rumor government. 


34. Thanks to a "truce" with labor and expansionary 
monetary and fiscal policies, Rome brought the Italian 
economy out of a long recession in 1973. Real GNP 
increased 5.4 percent, with qrowth concentrated in 
the second half of the year following the drop-off 
in strike activity. Growth slowed to about 2 percent 
in the first half of 1974, however, as investment and 
export growth declined. At the same time, inflation 
accelerated because of hefty wage increases, a rising 
budget deficit, and skyrocketing prices for oil and 
other primary commodities. The rate of increase hit 
apout 50 percent for wholesale prices and 20 percent 


for consumer prices. 


35. Buoyant domestic demand in 1973 and early 
1974 stimulated imports, especially of capital equip- 
ment and quality consumer goods. Late in this period, 
a steep rise in prices for exrude oil and other LMporks 
accelerated the deterioration in the trade balance. 
the deficit jumped from $1.7 billion in the first half 
of 1973 to $4.0 billion in the first half ‘of 1974, - 
Mounting capital outflows induced partly by domestic 
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political uncertainties addéd to the payments problem. 
Because of the resulting rapid buildup in foreign 1 
debt, huge foreign exchange losses, and bad credit 
rating, Italy found itself on the verge of bankruptcy 
in international financial markets. 


Shift to Austerity 


36. Balance-of-payments difficulties have forced 
Rome to shift its priorities in recent months. Since 
early 1974, cutting the trade deficit and reducing 
inflation have become more important policy objectives 
than economic growth. Because of labor opposition 
and fear that the lira would decline to an unacceptable 
level, Rome decided against trying to improve the trade 
account by allowing the ‘lira to depreciate through a 
"clean float." Instead, the government imposed con- 
trols on capital outflows and implemented a prior- 
import-deposit scheme designed to curb imports and 
reduce dotiestic liquidity. Rome has promised the IMF 
that it will lift its import deposit requirements 
by March 1975. , 


37. The government backed up these direct con- 
trols with a program of domestic austerity. The fis- 
cal and monetary measures it adopted are the result 
of a political compromise. The Christian Democrats 
favored tougher measures to curb import demand and 
inflation, while the Socialists wished to avoid threats 
to employment and to social welfare spending. ‘The 
measures are probably the most stringent now politically 
feasible in Italy and are certainly more comprehensive 
than those taken by any other West European country 
to deal with payments problems. 


38. Initially, the main adjustment burden fell 
on monetary policy. The Bank of Italy imposed a 15 
percent ceiling on growth of bank credit, allowed 
interest rates to rise sharply, and -- more recently -- 
curbed commercial bank borrowing from abroad. It 
also strictly limited support to the bond market, 
thereby drying up a traditional source of funds for 
special credit institutions. The money supply, nar- 
rowly defined, is still expected to expand about 18 
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percent in the second half of this year and about 15 
percent in the first half of next year. Credit will 
be tight, however, because growth will lag behind the 
rise in nominal income and government borrowing re~ . 


quirements will remain high. 


38. Fiscal policy was tightened considerably in 
August, when the government's new austerity program 
was officially adopted after considerable amendment 
to appease the Socialists, Communists, and labor unions. 
the program is designed to increase fiscal receipts 
by about $4.5 billion -- some 3 percent of GNP -~ thus 
cutting into domestic demand appreciably. The fiscal 
package includes increases in some public service rates, 
in contributions to national health insurance schemes, 
in value-added taxes on luxury goods and some meets, 
and in corporate income tax rates. A one-time surcharge 
on personal incomes of over $15,000 also was levied. 


impact of Austerity 


39. The Rumor government's austerity program 
should ease pressures on the balance-of~payments over 
the next year or so, but it probably will also bring 
the economy to a virtual standstill. Restrictive 
fiscal and monetary policies will depress investment 
and private consumption; export growth is expected 
to barely offset this drop in domestic demand. As a 
result, we estimate that real output will grow by less 
than 1 percent through mid-1975. Unemployment will 
vise, hitting perhaps as high as 6 percent of the 
labor force. 


40. The expected drop in domestic demand,. together 
with past lira depreciation, should allow Italy to 
improve its trade account appreciably in the months 
ahead. Export volume probably will grow at an annual 
rate of 10 percent in the current half-year and at 7 
percent or so in the first half of 1975. We expect 
import volume to decline at a 4 percent rate in the 
second half of 1974, because of the austerity program 
and the continuing impact of the prior-import-deposit 
uycheme, and then to recover by only 1 percent or so 
im the next half-year. Improving terms of trade will 


“ 


coe Ot ae 


STAR EYP 


Approved For Release 2002/01/14 : CIA-RDP85T00353R000100090002-5 


Approved ForiRelease 2002/01/14 : CIA-RDP85 500253R600100090002-5 
Background Use Only/Controlled Dissem 


also help to reduce the six-month trade deficit to 

an estimated $2.6 billion by the first half of 1975 -- 
a still troublesome level but considerably below the 
record hit in the first six months of this year. 


41. Despite the government's shift to more restric- 
tive policies, prices almost certainly will continue 
to increase rapidly during the next year. The increase 
in value-added taxes included in the austerity program 
will directly raise consumer prices in the short run. 
Inflation, in turn, will trigger automatic upward 
adjustments in wages and larger negotiated wage hikes. 
Manufacturers can be expected to pass the increase in 
labor and other production costs on to consumers rather 
than cut already depressed profits. As a result, 
prices probably will rise by somewhat more than 20 
percent between mid-1974 and mid-1975. 


42, It is possible that political pressures will 
force the government to relax its restrictive policies 
before the end of this year. The trade unions may 
yet balk at the higher taxes recently imposed, cven 
though upper-income groups bear a larger share of the 
increased burden. They -- like private business -~ will 
continue to press for a relaxation in credit restric- 
tions to avoid increased unemployment. To keep labor 
peace, the government may be forced to accede to these 
pressures long before its price and balance-of-payments 
objectives are realized. 


Borrowing Efforts 


43. To cover the balance~of-payments deficit through 
July, Rome arranged for $2.3 billion in Eurodollar 
loans, a $1.9 billion short-term credit from the EC, 
and $1.5 billion in short-term commercial bank loans 
from abroad. It also drew down net céntral bank 
assets by $0.6 billion. More recently, it drew $322 
iillion on its IMF tranche and $300 million on its 
stand-by credit. Rome has also received a $315 million 
aredit from the new IMF oi1 facility. 
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44. Because its poor credit rating virtually 
precludes borrowing in private financial markets, 
Rome is seeking foreign official assistance to cover 
the balance-of-payments deficit expected during the 
rest of this year -- possibly several billion dollars -- 
and in 1975. Thanks in part to its. new austerity 
program, Rome recently succeeded in obtaining a $2 
billion loan from the West German Bundesbank. ‘his 
loan, which Rome must back with about 600 tons of gold 
valued at a market-related price, will be renewable 
at six-month intervals for up to two years. Bonn 
also supported Italy's recent successful effort to 
gain a three-month extension on repayment of the $1.9 
billion in short-term credits that fell due this month. 
In the Schmidt government's view, Italy should be the 
primary -- if not the sole -- beneficiary should the 
EC agree to float a joint loan on the international 
market to assist member countries in payments diffi- 
culties. 


45. Rome will still have to obtain additional 
loans, particularly if it hopes to avoid substantial 
lira depreciation. A political crisis this fall coulda 
increase pressure on the lira up to last spring's 
level, when the central bank paid out $50 million daily 

.in support. If so, Italy's current reserve resources -- 
excluding gold but including the German loan -- would 
last for only three or four months. 
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